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The first half of 2019 is behind us. Many asset classes recorded significant gains. At the same time, the falling tendency of numerous economic indicators has suggested a slowdown in GDP
growth. How do these two go together?

Stagnation in the manufacturing sector

From the second half 2018 to Q1 2019, the global economy was growing above potential. This is the crucial growth rate of 2.5 to 3.0 percent that can be expected in the long term (i.e. for
more than one economic cycle). The goods sector was on the weaker side. Both industrial production growth and capex growth fell to lower levels, and goods exports even decreased. The
leading indicators for these sectors, e.g. the global purchasing managers’ indices for the manufacturing sector (see the graph “Global purchasing managers’ index, sectors”, time series
“Manufacturing overall”) suggest a further weakening towards stagnation for production and investment and a further shrinking for goods exports.

Erosion in the service sector

By contrast, the service sector remained comparably strong until Q1. The global purchasing managers’ index for the service sector increased slightly in June, but the downward trend since
last year remains clear (see the graph “Global purchasing managers’ index, sectors”, time series “Service business activity”).

Global purchasing managers’ index, sectors
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Source: JP Morgan. Note: Past performance is not indicative of future development.

Growth below potential

In a combined analysis of the sub-component of output for the manufacturing and the service sector, the recent value of 51.2 suggests a real global GDP growth rate of 2.0 percent to 2.5
percent (annualised; please see the graph “Global purchasing managers’ index, sub-components”, time series “All-industry Output/business activity”).

Weaker employment growth

The labour market remains strong across many parts of the world thanks to the economic boom of recent years. In other words, unemployment is low and wage growth is rising slowly but
surely. This supports income and consumption growth, although here, too, we can see weakening tendencies (please see the graph “Global purchasing managers’ index, sub-components”,
time series “All-industry Employment”). If economic growth were to really fall below potential, this would come with a decline in employment growth.

Downward pressure on inflation

The inflation rates in the developed economies are low. At the same time, both market- and survey-based inflation indicators are falling (please see the graph “Global purchasing managers’
index, sub-components”, time series “All-industry Output Prices”). The risk profile for the inflation outlook has shifted significantly from rising to falling inflation, together with economic growth
below potential.

Global purchasing managers’ index, sub-sectors
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Source: JP Morgan. Note: Past performance is not indicative of future development.



Declining risks

At the same time, the downside risks have fallen on the back of two developments:

At the end of June, China and the USA announced at the G-20 summit in Japan that they were going to resume negotiations. This holds at bay an immediate escalation of the trade and
technology conflict. Until further notice, the USA will not increase its tariffs on Chinese imports any further. Of course, there is still conflict potential in the medium and long run.

Secondly, numerous central banks have switched to a looser monetary policy. As for the USA, the market has priced in rate cuts of a total of one percentage point within a year. A rate cut
of 0.25 percentage points at the end of July is very likely. Only last September, the markets were expecting rate hikes of a total of 0.8 percentage points.

Looser monetary policy

The normalisation of the key-lending rates (i.e. rate hikes) and of the central bank balance sheets (shrinking) implemented by the end of 2018 were at odds with the economic weakening.
Now, central banks have signalled loosening, and some have already reacted by cutting their key-lending rates. The arguments brought forward by the central banks come from three
different categories:

First: little room for manoeuvre. The distance of the key-lending rates from the lower threshold of interest rates is small for most central banks at this point. In the past, central banks would
react to a recession by cutting key-lending rates by numerous percentage points. This is now no longer on the table. Rate cuts into negative territory are a very limited option.

Second: significant estimation errors. The central banks use several economic models to forecast the core variables employment and inflation. But every forecast model comes with errors.
Therefore, central banks do not only look at fixed values of forecast, but also at the distribution around those values; and due to the inherent uncertainty of models, they use more than one
models. For a number of years now, the inflation forecasts (“increase”) derived on the basis of the labour market have not materialised. The so-called Phillips curve that postulates a link
between inflation and unemployment rate has been subject to increased levels of criticism. Also, the modelling of a trade conflict has a high level of implied uncertainty. In addition, the
bandwidth of the estimated neutral key-lending rate (i.e. the rate that is neither dampening nor supportive to economic growth) is wide.

The first two lines of argument imply a quicker reaction to a deteriorating environment than would have been traditionally the case.

Third: changes in reaction. How should the central bank react to the economic environment? At the moment, the main question is whether the past should be taken into consideration. In
many countries, inflation has been below the inflation target of the respective central bank for years. If the central banks wanted to achieve their long-term inflation target (often around 2%),
this would require a rate of inflation in the coming years above the inflation target. Such a perspective shift would, however, require an even looser monetary stance.

Outlook

The most important reasons for the comprehensive asset price increases are the comparably early reaction by the central banks to the deteriorating economic environment and the truce
between the USA and China. The outlook for the second half of the year hinges in particular on one question: how strong is the negative roll-over from the weak goods sector to the service
sector, employment, and inflation? This will have a crucial bearing on the earnings development of companies. Earnings were down in Q4 2018 and Q1 2019. As long as the central banks
manage to stabilise economic growth slightly below potential and no external shock occurs (trade conflict, hard Brexit, war with Iran), the outlook remains cautiously optimistic for risk asset
classes (f.e. equities, corporate bonds). However, we do not expect prices to continue rising above average.
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